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The Impact of the Capital Purchase Program and Bank Lending

One important tool that has been implemented over the last several months to deal with the worsening
financial situation is the Capital Purchase Program (CPP) of the Troubled Asset Relief Program (TARP). It
is a program that encourages FDIC-insured banking institutions that are healthy to sell senior preferred
shares to the government. The CPP’s purpose, according to Treasury, is to increase the capital position of
the banking sector (even though the great majority of banks are well capitalized) in order to stabilize the
financial markets and provide the strong foundation on which an economic recovery can be built through the
increased provision of sound credit. This is a role America’s banks are committed to carry out.

Genesis of the Capital Purchase Program

It is important to remember the history of this government intervention. The genesis of the CPP was the
severe problems at firms that were not banks, such as Bear Stearns, Fannie Mae and Freddie Mac, and AIG.
Then, when international credit markets froze, the Treasury and the Federal Reserve created, virtually
overnight, the CPP for healthy banks. While the economic problems have spread to include some banks, the
vast majority of banks never made a toxic subprime loan, and these banks remain strong, despite the
spreading economic downturn.

The U.S. action to inject capital into healthy banks was also a response to foreign governments acting to
support institutions that were far less capitalized than U.S. banks. U.S. banks typically had three times the
capital of their foreign counterparts and twice the capital of Wall Street investment banks. In fact, at the end
of the third quarter, more than 95 percent of U.S. banks were well-capitalized.

Capital Injection Can Support New Lending

Treasury provided investments in banks to build strong capital to withstand a deep recession and to support
new lending. One dollar of capital can support much more than $1 of lending — up to §7. This is good news
for the communities where these banks are located. However, the impact is not immediate. New loans need
to be funded with new deposits, which have to be raised. Moreover, many banks that applied have yet to
receive their funds and more than one-third of banks have had no opportunity to apply to the CPP as
Treasury only very recently released term sheets S-corporation banks and have not issued terms for mutual
savings banks. At this point, less than five percent of banks have CPP funding. It is estimated that less than
25 percent will choose to participate.
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When non-bank sources of funds disappeared following the bankruptcy of Lehman Brothers and emergency
support for AlG, Fannie Mae and Freddie Mac, large businesses turned to banks to meet their short-term
credit needs. Without bank financing for businesses — which increased by $345 billion from September 10
to October 22 alone — the crisis would have been much greater as payrolls and payments to suppliers
would have been disrupted.
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What Others Are Saying: Robert J. Samuelson The Washington Post, Feb.9, 2009

“So, we’ve gone from too much credit to too little. Contrary to popular wisdom, banks — institutions that take
deposits—aren’t the main problem. In December, total U.S. bank credit stood at $9.95 trillion, up 8 percent from a
year earlier, reports the Federal Reserve. Business, consumer and real estate loans all increased. True, lending was down
4.7 percent from the monthly peak in October. But considering there’s a recession, when people borrow less and banks
toughen lending standards, the drop hasn’t been disastrous.

The real collapse has occurred in securities markets. Since the 1980s, many debts (mortgages, credit card debts) have
been “securitized” into bonds and sold to investors — pension funds, mutual funds, banks and others. Here, credit
flows have vaporized, reports Thomson Financial. In 2007, securitized auto loans totaled $73 billion; in 2008, they were
$36 billion. In 2007, securitized commercial mortgages for office buildings and other projects totaled $246 billion; in
2008, $16 billion. These declines were typical.

Given the previous lax mortgage lending, some retrenchment was inevitable. But what started as a reasonable reaction
to the housing bubble has become a broad rejection of securitized lending. Terrified creditors prefer to buy “sate” U.S.
Treasury securities. The low rates on Treasuries (0.5 percent on one-year bills) measure this risk aversion.”

Banks entered this current recessionary period with much higher capital compared to other recessions (see
the table on the previous page). Loan losses have increased as the economy weakened; as capital absorbed
these losses, capital ratios began to fall somewhat.

Under normal circumstances, banks would go to the private capital markets for additional capital. With
markets frozen, this has been extremely difficult to do. In fact, banks in the last 12 months have raised
only one-third of capital typically raised during a recession, according to the Federal Reserve. Without
additional capital to back more loans, banks might not be able to grow lending; others might even be forced
to shrink lending in order to boost their capital-to-assets ratio. The Capital Purchase Program investments
will provide capital to support lending and also make it easier for banks to raise capital directly as investors
will have more confidence in the overall financial underpinning of the bank.
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Borrowers are also being more careful, and, as would be expected in this economy, the overall demand for
loans is declining, although this varies by market. (See the chart on Commercial and Industrial Loan
Demand.) The NFIB reports that “only 31 percent [of businesses] reported regular borrowing, down two
points and equal to the 35-year, record low reading.” This combination of increased bank lending in 2008
at the same time that loan demand was shrinking underscores the increased prominence of banks in
meeting the credit needs of borrowers.
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The Need for Clarity

The ever-changing nature of TARP has created great confusion. Clear-cut distinctions between programs within
TARP are needed. For example, the CPP should be separated from programs to address problems of
systemically important institutions. Only by clearly identifying the programs (and the costs of each) can there be
proper Congressional oversight and effective policymaking. The public’s confusion undermines confidence in
the efforts to turn around the economy. The CPP program is different from systemic risk support, as the side-
by-side table below shows.

Capital Purchase Program Other TARP Systemic Risk Programs
For institutions that are healthy at the time investments For companies considered to pose
are made; explicitly not for troubled companies. systemic risk that request government
assistance.
The government created the program; the banking industry Companies ask for assistance.

did not ask for it. Voluntary, but government has
requested that some banks participate.

Purpose is to stabilize financial markets by providing Purpose is to aid companies thought to
capital to healthy institutions and increasing the flow of be in difficulty that could have a systemic
credit to businesses and consumers. impact.

Government determined same terms for all Rescues have been individually negotiated
participants. No input on terms from participants. with participants.

Government certain to receive tens of billions of dollars Final cost of individual actions uncertain.

from dividends paid by participants on CPP investments.
Warrants will almost certainly be worth billions more.

Designed with exit strategy. Strong financial incentive for EXxit strategy uncertain. How government
institutions to pay off government investments in five years. involvement ends is, in some cases, uncertain.
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